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BEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALIFORNI A

In the Matter of the Appeal of 5 No. 84A-376-SW
P SUNDSTRAND CORPORATI ON )

For el | ant: Nei | D. Traubenber
APP Tax Director .

For Respondent: Anna Jovanovich
Counsel

OPIl NI ON

: : - 1

This appeal is made pursuant to S€ction 256661/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Sundstrand Corpora-
tion against proposed assessnents of additional franchise
tax in the amounts of $22,969 and $39, 629 for the income
years 1975 and 1976, respectively.

I/ Unless otherwise specified, all section references
are to sections of the Revenue and Taxation Code as 1in
effect for the income years in !SSUE.
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Appeal of Sundstrand Corporation

There are two issues Presented in this appeal.
The first issue is whether the loss resulting froma sale
of stock should be characterized as business or nonbusi -
ness; and the second is whether respondent acted properly
in refusing to accept appellant's change in its nmethod o
accounting.

o Appel lant is a Delaware corporation with its
principal place of business in Illinois. In late 1968,
appel l'ant contenplated a merger with Standard Rollsman
| ndustries, Inc. (SKI). Negotiations were made with John
B. Huarisa, chairman of the board and president of SKI,
wherein appellant was to transfer to Huarisa 5,686 shares
of its stock and appellant was to acquire Huarisa's right
to purchase 223,190 shares of SKI stock. Huarisa had °
al ready Ea|d $334, 785 as a downpaynment in connection wth
his stock-purchase right and the 5, 686 shares of appel -
lant's stock transferred to him were designed to reinburse
him for this cash payment. Under the stoCk-purchase right
acquired from Huarisa, appellant had until February 9,
1969, to make an additional 20-percent installnent pay-
ment and until April 9, 1969, to make the final paynent.

After afgellant purchased Huarisa's right to
purchase the 223,190 shares of SKI stock, appellant
di scovered that Buarisa and other SKI officers had nade
mat erial m srepresentations concerni ng the financial con-
dition of SKI. Nevertheless, appellant paid $6,390,915
which represented the remaining balance of the purchase
price of the 223,190 shares of SKI stock. Appellant
contends that the sole reason they consummated the stock
Purchase was because their counsel mstakenly advised

hem that there was a legal obligation to conplete the
transaction.

Lengthy and conplex litigation resulted from
this'transaction. Utimately, the courts found in favor
of appellant but reduced the award to the original pay-
ment of $334,785. The court held that appellant was not
required to make the remaining paynent under the contract.

Appel I ant sold its SKI shares, which had at the
time, due to a nerger, become Sun Chenical Corporation
shares, for a | oss of $6,130,241. On its tax return for
the year ending Decenber 31, 1975, appellant clained this
anmount as an ordinary business loss. During the course
of an audit, respondent rejected this classification and
treated the |oss as nonbusi ness.
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Appeal of Sundstrand Corporation

The first issue to be considered is whether the
$6,130,241 | oss shoul d be characterized as a business
‘loss Oor a nonbusiness loss. The significance of the
ultimate classification is that a business |oss is appor-
tioned among the states in which appellant is enPaged in
busi ness. A nonbusiness |oss is specifically allocable
to Illinois, which is appellant's comrercial domcile.

The Uniform Division of Income for Tax Purposes
Act was adopted by California, effective for years begin-
nlng after Decenber 31, 1966. (Rev. & Tax. Code, §§ 25120-
25139.)  Section 25120 defines the ternms "business income"
and "nonbusi ness incone" as follows:

~(a) "Business income" neans incone
arising fromtransactions and activity in the
regalar cuurse Of the taxpayer's trade or
busi ness and includes income from tangible and
Intangi ble property if the acquisition,
managerment, and disposition of the property
constitute integral parts of the taxpayer's
regul ar trade or business operations.

* k *

(d@) "Nonbusiness inconme" means all incone
ot her than business incone,

The statutory definition ofbusiness incone
provides two alternative tests for determning the char-
acter of incone. The "transactional test" |ooks to
whet her the transaction or activity which gave rise to
the income occurred in the regular course of the tax-
payer's trade or business. The "functional test" provides
that incone is business income if the acquisition, manage-
ment, and disposition of the property giving rise to the
income were integral parts of the taxpaKer's regul ar
busi ness operations, regardless of whether the income was
derived from an occasional or extraordinary transaction.
(Appeal of Fairchild Industries, Inc., Cal. sSt. Bd. of
Equal., Aug. 1, 1980; Appeal of New York Football Giants,

Inc., Cal. st. Bd. of Equal., Feb. 3, 1977; Appeal of
Borden, Inc.. Cal. St. Bd. of Equal., Feb. 3, 1977.)

As we stated before, capital gains and |osses
are apportioned by formula if they come within the defi-
nition of business income QREV. & Tax. Code, § 25128),
but are allocable entirely to the state of the taxpayer's
comercial domcile if they constitute itens of nonbusi-
ness incone. (Rev. & Tax. Code, § 25125.) Appellant's
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evi dence shows that when the stock option was purchased
from Ruarisa, appellant intended to nerge wth SKI

I nformation then surfaced which indicated that msrepre-
sentations had been made as to the financial condition of
SKI.  Neverthel ess, appellant bought the stock know ng it
woul d never consummate the merger. The evidence avail-
able indicates that the only reason the stock was pur-
chased was because appellant m stakenly was advised that
it had a legal obligation to conplete the sale. No

evi dence has been presented by appellant to show that the
stock, once acquired, was managed in the furtherance of a
merger or any other unitary business purpose. Rather, it
appears that appellant began alnmost imrediately to tr

and sell the stock. Clearly, aﬁpellant has not net its
burden of proving that under the "functional test" the
stock constituted an integral part of appellant's unitary
business operations at the time it was sold. The fact
that it, at one time, had the potential of becon]n? part
of appellant's business is not sufficient to satisfy the
test. Likewse, there is no evidence that the sale of
the stock constituted a "transaction or activity" in the
_?igular course of appellant's high-technol ogy business.

ee Appeal of Johns-Manville Sales Corp., | . st. Rd.
of Equal., Aug. 17, 1983; A 1
Corm, | . st. Bd. of Equal., June 21, 1983.)

In sum because aPpeIIant has failed to neet
its burden of proof, the action taken by respondent on
this issue nust be sustained.

The second issue presented in this appeal is
whet her respondent acted properly in refusing to accept
appel lant's change in its method of accounting.

Beginning with the incone year ending Decenber 31,
1976, appellant changed its nmethod of accountingfrom the
per cent age- of -conpl etion nethod to the conpleted-contract
met hod. ~ Respondent disallowed the change on the ground
that appellant failed to follow the required procedures
whi ch woul d enabl e respondent to approve the change.
Appellant contends that because it treated this itemin
the same manner it was treated for federal purposes, that
its election to use the conpleted-contract nethod for
California purposes was proper.

Section 24651, subdivision (e), provides, in
part, that:

[A] taxpayer who changes the method of
accounting on the basis of which it regularly
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conputes its income in keeping its books shall
bef ore conput|n? Its incone under the new

EFthgd’ secure the consent of the Franchise Tax
oar d.

_ Respondent's regul ations set forth the follow
ing procedure to be followed in order to secure the
consent of the Franchise Tax Board:

[1ln order to secure the Franchise Tax Board's
consent to a change of a taxpayer's met hod of
accounting, the taxpayer must file a request
with the Franchise Tax Board . . . within 180
days after the beginning of the income year in
which it is desired to make the change. The
t axpayer shall, to the extent applicable,
furnish (i; all information necessary, dis-
cI05|n% in detail all classes of itens which
woul d be treated differently under the new
met hod of accounting and showi ng all anounts
which would be duplicated or omtted as a
’ result of the proposed change and (ii) the
t axpayer's conputation of the adjustnents to
"take into account such duplications or _
om ssions. The Franchise Tax Board may require
such other information as na% be necessarﬁ in
order to determ ne whether the proposed change
will be permtted. Perm ssion to change a
taxpayer' s method of accounting will not be
%ranted unl ess the taxpayer and the Franchise
ax Board agree to the ternms, conditions, and
ad}ustnents under which the change will Dbe
effected.

(Cal. Admn. Code, tit. 18, reg. 24651, subd. {e)(3)(a).)

Appel lant nerely attached a coRy of its federal
return to its California corporate franchise tax return
and assuned that this action would effectuate the change.
W cannot conclude that this satisfies the statutor¥
requi rement of securing consent fromthe Franchise Tax
Board, There is no evidence that respondent in any
manner agreed to this change. Consequently, the action
of respondent must also be sustained as to this second

| ssue.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
oursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Sundstrand Corporation against proposed
assessnments of additional franchise tax in the amounts of
$22,969 and $39,629 for the income years 1975 and 1976,
respectively, be and the same is hereby sustained.

Done at Sacramento, California, this iotn day
of June , 1986, by the State Board of Equalization,
Wi th Board Members M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Richard Nevins i _, Chairman
-*Conway H Collis ., Menber
WIlliam M Bennett ,  Member
Ernest J. Dronenburg, Jr. , Menber
Wl ter Harvey* , Menber

*For Kenneth Cory, per Government Code section 7.9

-354-




